Introduction
Public debt management is the process of establishing and executing an effective policy for managing public debt portfolio in order to raise required amount of funding, achieve cost and risk objectives and to meet other goals such as developing and maintaining an efficient debt market. Prudent management of public debt can help countries reduce their borrowing cost, mitigate the risks of refinancing, exchange rate fluctuations and debt accumulation. The absence of such prudence has forced myriad countries to give priority to debt servicing instead of pursuing their social and development goals. Given Pakistan's developing status, the need for comprehensive, dynamic and rule based debt policy is of utmost importance which ensures the right choices among several options, addresses financial constraints and ensures intergenerational welfare impact. Similar to the last year's trend, Pakistan's public debt dynamics continued to witness positive developments during first nine months of current fiscal year. An improvement was observed in most of the public debt sustainability indicators. In addition, composition of public debt further improved due to increased mobilization through medium to long term domestic debt instruments and higher disbursements from external sources. Some of the positive developments are as follow:
 Pakistan successfully returned to the International Islamic Bond market in November 2014 with the issuance of US$ 1 billion Pakistan International Sukuk. The success of this transaction highlights the growing confidence of the international investors towards the economic policies of the government being implemented to enhance the economic performance of the country.
 The health of economy could be gauged from the fact that Pakistan has crossed US$ 17 billion foreign exchange reserves mark and qualified for concessional IBRD funding which will be used to fund priority infrastructure / development projects.
 Government made progress in achieving the targets set under Pakistan's first Medium Term Debt Management Strategy (2013/14 -2017/18) as the government was able to reduce its refinancing risk by re-profiling its domestic debt and increasing the external inflows.
 Government was able to rationalize the cost of domestic debt by aligning the rates on domestic debt instruments with the market yields.
 The government has started revamping its debt management function and taking advantage of numerous opportunities to diversify its public debt portfolio. It should lead to savings in, and more effective decision-making for government borrowing.
Public Debt
The portion of total debt which has a direct charge on government revenues as well as the debt obtained from the IMF is defined as public debt. Pakistan's public debt has two main components, namely domestic debt (which is incurred principally to finance fiscal deficit) and external debt (which is raised primarily to finance development expenditure). Each of these types of debt has its own benefits and drawbacks, with a trade-off between costs of borrowing and exposure to various types of risks that needs to be balanced in order to ensure 1971 1973 1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 As envisioned in Medium Term Debt Management Strategy (MTDS), the government was able to substantially improve the composition of public debt due to substitution of short term Treasury Bills (T-bills) with medium to long term Pakistan Investment Bonds (PIBs) and increase in external inflows during 2013-14 (Box-2). The composition of public debt further improved during first nine months of current fiscal year mainly due to increased mobilization through PIBs as share of permanent debt increased to 41 percent of total domestic debt as at end March 2015 as compared with 37 percent at the end of last fiscal year. Government was able to reduce its rollover / re-financing risk significantly through lengthening of maturity profile of its domestic debt i.e. share of short term floating debt decreased to around 38 percent of total domestic debt as at end March 2015 compared with around 55 percent at the end of 2012-13.
Box-2 -Progress on Medium Term Debt Management Strategy (2014-18)
Government developed its first Medium Term Debt Management Strategy (2013/14 -2017/18 ) which contains policy advice on an appropriate mix of financing from different sources with the spirit to uphold the integrity of the Fiscal Responsibility & Debt Limitation (FRDL) Act, 2005. In accordance with the approved strategy, the government was required to lengthen the maturity profile of its domestic debt and mobilize sufficient external inflows. One of the objectives of MTDS was to facilitate the development of debt capital market. A well developed debt market for long term investment is essential for the growth of economy as it provides additional avenues for raising funds besides providing investment opportunities to the investors. In accordance with the commitment of the government to develop debt capital market, the government debt securities (T-bills, PIBs and Government Ijara Sukuk) are made available for trading at the stock exchanges. Further, the government is taking various steps to provide an efficient and liquid secondary debt market to the investors (Box-3).
Box-3 -Development of Debt Capital Market

Sukuk Regulations
The Securities and Exchange Commission of Pakistan (SECP) has notified issue of Sukuk Regulations, 2015 under Section 506A of the Companies Ordinance, 1984 which requires appointment of Shariah Advisor and Investment Agent. An efficient, broad-based and well-regulated Sukuk market will greatly help in the development of capital market. The purpose of making the Sukuk regulations is to facilitate the issuers for fund raising from the capital market and to provide Shariah compliant investment avenue to the prospective investors.
Future Plans With Regard to Development of Debt Capital Market
Following are some of the measures in pipeline for development of the domestic debt capital market:
Introduction of revised settlement model to promote trading in the government debt securities i.e. the current settlement system will be further refined through elimination of practical difficulties and regulatory changes which will facilitate retail investors in trading government securities at the stock exchanges;
 Integration of National Savings Scheme instruments into the mainstream capital market;
 Formulation of the regulations for listing of debt securities issued through public offer; 
Dynamics of Public Debt Burden
The debt burden can be described with many parameters and there is no single threshold for debt ratios that can delineate the "bad" from the "good". Debt burden can be expressed in terms of the stock ratio i.e. debt to GDP, external debt to GDP or flow ratios i.e. debt to revenue, external debt to foreign exchange earnings etc. The more important rule about limiting public debt growth must be expressed in relation to revenue growth. If the primary balance (fiscal deficit before interest payments) is zero and the growth in revenue is higher than the cost of invested funds, the debt burden will ease. Bridging the gap between revenues and noninterest expenditure and ensuring reduction (generation) in primary deficit (surplus) is an essential pre-requisite that facilitates debt management efforts. Similarly, if the growth in foreign exchange earnings exceeds the growth in external debt and liabilities, the ratio of external debt and liabilities to foreign exchange earnings will continue to decline. (a) includes arrears of electricity subsidies amounting to Rs.120 billion or 0.7 percent of GDP (b) includes "one off" payment of Rs.391 billion on account of debt consolidation or 2 percent of GDP (c) includes payment for the resolution of the circular debt amounting to Rs.322 billion or 1.4 percent of GDP Source: Debt Policy Coordination Office Staff Calculations, Finance Division Revenue balance is the total revenues minus current expenditure. The persistence of revenue deficit indicates that the government is not only borrowing to finance its development expenditure, but partially to finance its current expenditure. Revenue deficit reduced in 2013-14 and recorded at Rs.173 billion or 0.7 percent of GDP as compared with Rs.649 billion or 2.9 percent in 2012-13. During first nine months of current fiscal year, revenue deficit was recorded at Rs.497 billion or 1.8 percent of GDP. There is a need to bring revenue deficit to nil as envisaged under Fiscal Responsibility and Debt Limitation Act, 2005 so that borrowing is used to supplement development activities which will enhance repayment capacity of the country.
Primary balance is the total revenues minus noninterest expenditure or fiscal deficit before interest payments. Primary balance is an indicator of current fiscal efforts since interest payments are predetermined by the size of previous deficits. Primary deficit improved significantly in 2013-14 and recorded at Rs.47 billion or 0.2 percent of GDP compared with Rs.814 billion or 3.6 percent in 2012-13. During first nine month of current fiscal year, primary deficit was recorded at Rs.55 billion or 0.2 percent of GDP. Achieving a primary surplus is normally viewed as important, being usually necessary for reduction in public debt to GDP ratio.
Pakistan's fiscal balance improved significantly in 2013-14 as compared with 2012-13. The actual fiscal deficit of 5.5 percent was not only lower than 8.2 percent last year but also lower than its budgeted target of 6.6 percent. This improvement in fiscal deficit slowed down the pace of public debt accumulation. Apart from this reduction in fiscal deficit, another positive development was shift in financing mix of fiscal deficit i.e. around 37 percent of fiscal deficit was financed from external sources which not only reduced the pressure on the banking system, but also left space for commercial banks to finance the private sector. During JulyMarch, 2014-15, fiscal deficit was recorded at 3.8 percent of GDP. Government financed around 13 percent of its fiscal deficit from external sources during first nine months of current fiscal year as compared with net external retirement witnessed during the same period last year.
Public debt as a percent of GDP stood at 61.8 percent of GDP by end March 2015 compared with 62 percent during the same period last year. Government is committed to reduce its public debt to GDP ratio in the medium term to bring it below 60 percent as prescribed in Fiscal Responsibility and Debt Limitation Act, 2005.
It is a common practice to measure the public debt burden as a percentage of GDP, a better approach is to scale public debt levels against actual government revenues as this ratio measures debt repayment capacity of the country. The public debt to revenue ratio stood at 440 percent during 2013-14 and witnessed 39 percentage point improvement as compared with last fiscal year, indicating some easing in government indebtedness. Government is committed to reduce this ratio to a generally acceptable threshold of 350 percent by increasing its revenues and rationalizing current expenditures which will reduce the debt burden and improve the debt carrying capacity of the country to finance the growing development needs.
Servicing of Public Debt
A rising debt burden has implications for the economy in the shape of a greater amount of resource allocation towards debt servicing in the future. In order to meet debt servicing obligations, an extra burden is placed on limited government resources and may costs in the shape of foregone public investment or expenditure in other sectors of the economy.
Comparing debt service to a country's repayment capacity yields the best indicator for analyzing whether a country is likely to face debt-servicing difficulties in a given period.
During July-March, 2014-15, public debt servicing was recorded at Rs.1,193 billion against the annual budgeted estimate of Rs.1,686 billion. Public debt servicing consumed nearly 44.5 percent of total revenues during first nine months of current fiscal year against a ratio of 47 percent during the same period last year. Ideally, this ratio should be below 30 percent to allow government to allocate more resources towards social and poverty related expenditures. Domestic interest payments constituted around 76 percent of total debt servicing which is due to increasing volume of domestic debt in overall public debt portfolio. Domestic interest payments were recorded at Rs.911 billion during first nine months of current fiscal year as compared with Rs.855 billion during the same period last year. Further analysis of domestic debt servicing revealed that large portion was paid against PIBs (Rs.384 billion), Market Related Treasury Bills (Rs.227 billion), T-Bills (Rs.93 billion) etc.
Domestic Debt
Domestic debt has always been fundamental part of a government's borrowing strategy. Government borrowing through domestic sources is vital in stimulating investment and private savings, as well as strengthening domestic financial markets, since it provides depth and liquidity to the markets. The downside risks include higher interest rates which might stunt growth, the creation of inflationary pressure in an economy, and the possible crowding-out of the private sector. Therefore, any debt strategy should balance the risks to its debt stock by focusing on a mix of both domestic and external sources while borrowing funds.
Pakistan's domestic debt comprises permanent debt (medium and long-term), floating debt (short-term) and unfunded debt (primarily made up of the various instruments available under the National Savings Schemes). Domestic debt represents a charge on Pakistan's budget and is serviced through government revenues and government borrowings. The pace of domestic debt accumulation slowed down during first nine months of current fiscal year as compared with the similar period last year as around 13 percent of the fiscal deficit was financed through external sources compared with last fiscal year where onus of entire financing fell on domestic sources i.e. government borrowing from domestic sources in first nine months of 2012-13 was actually higher than the overall fiscal deficit as net external debt payments had to be paid from domestic sources owing to insufficient fresh external inflows.
The maturity profile of domestic debt improved further during first nine months of current fiscal year mainly due to increased mobilization through medium to long term PIBs. This lengthening of maturity profile of domestic debt was facilitated by declining interest rate environment as it is more practicable and cost effective for the government to lengthen the maturity profile of its domestic debt in declining interest rate environment. In rising interest rate environment, the lengthening of domestic debt maturities could be more difficult and costly owing to lower appetite for medium to longer duration maturities. Thus, re-profiling of domestic debt in downward sloping yield curve environment has actually helped the government in attaining a much lower cost than what the government would have incurred in an upward sloping market. This is evident from the fact that the term premium between one year T-bills and 3 Years PIBs which went to a high of 2.08 percent in June 2014 was subsided to around 0.99 percent in December 2014 and further reduced to 0.42 percent in March 2015 owing to effective and efficient execution of MTDS. The narrowing of the term premium to such a historic low reflects appreciatively on the part of the government and depicts that the government is in a much better position with respect to rollover/refinancing risk.
The share of permanent debt in total domestic debt increased significantly to 41 percent of total domestic debt at the end of March 2015 as compared with 23 percent at the end of 2012-13. Government was able to reduce its rollover / refinancing risk significantly through lengthening of maturity profile of its domestic debt i.e. share of short term floating debt decreased to around 38 percent of total domestic debt as compared with around 55 percent at the end of 2012-13. The trend in domestic debt are discussed in the following graph:
Outstanding Domestic Debt
Domestic debt increased by Rs.1,012 billion during first nine months of current fiscal and recorded at Rs.11,932 billion at end March 2015. This increase mainly stems from net issuance of PIBs and T-bills amounting to Rs.781 billion and Rs.566 billion respectively, while the stock of Market Related Treasury Bills (MRTBs) amounting to Rs.605 billion was retired during first nine months of current fiscal year. In relation to GDP, the domestic debt stood at 43.6 percent as at end March 2015. The component wise detail of domestic debt is depicted through following graph: The following section highlights the developments in the various components of domestic debt during first nine months of outgoing fiscal year:
I. Permanent Debt
Permanent debt mainly consists of medium to long term instruments including PIBs, Government Ijara Sukuk, Prize Bond etc. PIBs are non-callable instruments with fixed and semi-annual coupon payment. PIBs are issued in tenors of 3, 5, 10 and 20 years maturity. The 3, 5 and 10 years tenors are most liquid. Government Ijara Sukuk are medium term Shariah compliant bonds currently issued in 3 years tenor. The purpose of issuance was to raise money from Islamic banking which has grown substantially in Pakistan in past few years.
The total amount of permanent debt in the total domestic debt stood at Rs. 4,836 billion as at end March 2015, representing an increase of Rs.830 billion or 21 percent higher than the stock at the end of last fiscal year. Around 82 percent of the total increase in domestic debt stock was contributed by permanent debt during July-March, 2014-15. Out of total mobilization of Rs. 830 billion through permanent debt, the government mopped up net of retirement Rs. 781 billion through successful auctions of PIBs in first nine months of current fiscal year. The auctions wise details and relevant ratios related to PIBs are depicted through following graphs: The rates on NSS revised three times during first nine months of current fiscal year to have them aligned with the market rates.
Over past few years, government took various measures to rationalize the NSS including linkage of profit rates on major NSS instruments with PIBs yield, levy of withholding tax on profits, service charges/penalty on early redemption and introduction of several new schemes to meet the diverse investor base demand. However, the rate setting on NSS should be more dynamic and closely aligned to the domestic market yield curve. Further, there is a need to weigh the cost of scheme in term of higher debt servicing and implication for the development of the financial sector especially the bond market. In this context, NSS instruments need to be integrated into mainstream capital markets by making them tradable and by withdrawing the implicit put option which is a potential source of liquidity problem for the government. 
External Debt and Liabilities
Pakistan's External Debt and Liabilities (EDL) include all foreign currency debt contracted by the public and private sector as well as foreign exchange liabilities of SBP. EDL is serviced from foreign exchange earnings, drawdown from foreign exchange reserves and additional borrowings. There is an inherent capital loss associated with the debt denominated in foreign currency, however, it is mitigated by the strong concessionality element (low cost and long tenors). The impact of any currency shock should not be looked in isolation, but rather be analyzed in the context of interest rate differential.
As at end March 2015, EDL was dominated by Public and Publically Guaranteed (PPG) debt having share of around 74 percent. These loans were mainly obtained from multilateral and bilateral donors. Borrowing from IMF contributed 6 percent in EDL stock while debt obligations of the private sector was fairly limited and have been a minor proportion of EDL (5 percent). The composition and structure of EDL as at end March, 2015 is depicted through following graph: EDL stock was recorded at US$ 62.6 billion as at end March 2015 out of which external public debt was US$ 49.1 billion. Public external debt witnessed a decline of US$ 2.3 billion during first nine months of current fiscal year despite net positive disbursements. This reduction in external debt was mainly contributed by translational gain on account of appreciation of US Dollar against other major currencies by US$ 4.3 billion.
During first nine months of 2014-15, disbursements including loans and grants stood at US$ 4,001 million compared with US$ 2,301 million during the same period last year. Pakistan also received US$ 2,106 million from the IMF. Importantly, net inflows from the IMF stood at US$ 1,041 million during first nine months of current fiscal year compared with net outflow of US$ 861 million during the same period last year. The pace of external inflows is likely to continue in future as the government has signed number of fresh financing agreements with international development partners. 
Composition of Foreign Economic Assistance
The total amount of US$ 4,001 million was received in the first nine months of current fiscal year against foreign economic assistance. The composition of this assistance is as follows:
I. Commitments
The commitments of foreign economic assistance were US$ 14,957 million during 2013-14, while during July-March, 2014-15, total commitments amounted to US$ 3,220 million. About 46 percent of total commitments were in the shape of project aid while the remaining comprised non-project aid. In nonproject aid, almost all commitments were against BOP/budgetary support.
II. Disbursements
During July-March, 2014-15, disbursements of US$ 4,001 million were for different purposes like Project Aid (US$ 1,760 million), Non-Food Aid (US$ 9 million), BOP/Budgetary Support (US$ 1,747 million) and relief (US$ 105 million). Project aid accounted for 44 percent of the total disbursements.
External Debt Servicing
Annual debt obligations have increased since 2008-09 and stood at US$ 8,697 million in 2013-14. An amount of US$ 1,528 million of multilateral debt, together with US$ 3,182 million of the IMF loans, accounted for most of these obligations. This was the first time Pakistan made such large repayments of debt in a single year.
Servicing of EDL fell by US$ 1,282 million in first nine months of current fiscal year as compared to the same period last year and recorded at US$ 5,303 million. Out of this total, principal repayments were US$ 3,291 million and interest payments were US$ 812 million, whereas an amount of US$ 1,200 million was rolled over. Among the principal repayments, US$ 935 million of multilateral debt and US$ 1040 million of IMF accounted for most of the share. While the significant portion of the IMF loans has already been repaid, this decline will be somewhat offset by an increase in debt servicing costs over the medium-term, arising from: 
Impact of Exchange Rate Fluctuations
External loans are contracted by Pakistan in various currencies and disbursements are effectively converted into Pak Rupee. As the Pak Rupee is not an internationally traded currency, other currencies are bought and sold by buying and selling US Dollars. Hence, the currency exposure of foreign debt originates from two sources: US Dollar/other foreign currencies and Pak Rupee/US Dollar. This twopronged exchange rate risk has been a major source of increase in the stock of EDL over a period of time in contrast to actual inflows.
The Pak Rupee depreciated against the US Dollar on average by 3.8 percent per annum between 2009-10 and 2013-14 which resulted in increase in Pakistan's external debt in local currency. Pakistan's loss on foreign currency debt is mitigated by the concessional terms (low cost and longer maturities) associated with its external loans i.e. the cost of adverse currency movements and existing external debt rates is still lower than the cost of domestic debt by approximately 5.3 percent over the last five years. Accordingly, policy of the government is to borrow more through these channels. The principal exchange rate risk for Pakistan is mainly from loans denominated in US Dollars, Euro and Japanese Yen. As at end March, 2015, 91 percent of total external debt is contracted in 3 major currencies (adjusted for Special Drawing Rights) as depicted in the following graph:
External public debt witnessed a huge translational gain of around US$ 4.3 billion during first nine months of current fiscal year on account of appreciation of US Dollar against other major currencies, however, depreciation of Pak Rupee against US Dollar by around 3 percent during the same period reduced this gain in rupee term. Appreciation of US Dollar against Euro and Japanese Yen contributed in translational gain of around US$ 2,539 million and US$ 1,808 million, respectively.
External Debt Sustainability
Managing the levels of external debt and the risks associated with them pose a different set of External debt and liabilities expressed as a percentage of GDP might be a common means of measuring the indebtedness of an economy, but repayment capacity is more accurately captured through expressing the levels of debt as a percentage of the economy's foreign exchange earnings and foreign exchange reserves. In this case, if the growth in FEE exceeds the growth in EDL, the ratio of EDL-to-FEE will continue to decline. EDL as a percentage of FEE gives a measure of a country's debt repayment capacity. EDL at 2 times of FEE and EDL servicing below 20 percent of FEE are generally believed to be within the bounds of sustainability. Pakistan's EDL and its servicing in terms of FEE stood at 1.3 times and 15 percent respectively during 2013-14 compared with 1.2 times and 14.3 percent respectively last year. The erosion in EDL to FEE ratio suggests that stock of EDL witnessed more growth than foreign exchange earnings during 2013-14. Further, EDL Servicing to FEE ratio also weakened primarily due to hefty repayments to the IMF during 2013-14. During first nine months of current fiscal year, EDL and its servicing in terms of FEE stood at 1.6 times and 10.9 percent respectively.
A decrease in EDL in relation to foreign exchange reserves reflects the consolidation of foreign exchange reserves and a general improvement of the country's repayment capacity or vice versa. On the onset of IMF-SBA, the ratio declined to 3.7 times in 2009-10 as EDL growth slowed and foreign exchange reserves shored up. The ratio improved slightly in 2010-11 mainly because of lower growth in EDL stock and improvement in reserves. However, it showed downward trend during 2011-12 and 2012-13 and recorded at 4.3 times and 5.5 times respectively, mainly because of drawdown on reserves owing to repayments of the IMF loans and other lower non-debt creating inflows. During 2013-14, this ratio improved and recorded at 4.6 times mainly due to increased external inflows (both debt and nondebt creating) and accordingly foreign exchange reserves shored up. During first nine months of current fiscal year, this ratio was further improved and recorded at 3.8 times owing to further increase in foreign exchange reserves and decrease in the stock of EDL.
EDL as a percent of GDP stood at 26.3 percent at end of June 2013 compared with 29.2 percent in 2011-12. This improvement was mainly due to hefty repayments against the IMF loans and translational gain on account of US Dollar appreciation against other major currencies. By end June 2014, this ratio marginally increased and stood at 26.8 percent mainly due to successful launching of Eurobonds, fresh financing from World Bank, ADB and some bilateral inflows along with translational loss on account of US Dollar depreciation against other major currencies. By end March 2015, this ratio reduced and stood at 23.2 percent mainly due to translational gain of US$ 4.3 billion on account of appreciation of US Dollar against other major currencies.
Pakistan's Link with International Capital Market
Pakistan successfully returned to the international Islamic bond market in November 2014 with the issuance of Sukuk for US$ 1 billion. Similar to Eurobonds issued in April 2014, investors' response was overwhelming as order-books oversubscribed by almost five times i.e. against the initial expectations of raising US$ 500 million, there were offers worth US$ 2.3 billion. The success of this Sukuk transaction highlights the growing confidence of the international investors towards the economic policies of the government being implemented to enhance the economic performance of the country. Encouragingly, the government was able to get even a lower rate compared to Eurobonds i.e. 6.75 percent for 5 year Sukuk compared with 7.25 percent on the same tenor Eurobonds issued in April 2014. This profit rate of 6.75 percent on the Sukuk also marks the lowest pricing achieved by Pakistan in the international conventional and Islamic bond market in last 7 years.
Pakistan's international Eurobonds have performed well since issuance and levels have remained relatively stable since the start of 2015. The 2016s, 2017s, 2019s and 2024s Eurobonds broadly traded at a premium since May 2014 with yields dropping significantly to 3.5 percent range for 2016s, 4.7 percent range for 2017s, 5.6 percent range for 2019s and 7 percent range for 2024s as of mid-April 2015. 
